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I. CHILE: KEY BCONOMIC INDICATORS 


1982 1981-82 
1980 1981 Preli- % 


minary Change 


EXCHANGE RATE AND DOMESTIC PRICES 

Exchange Rate (Ch$ per US$) 1/ 73.6 
Exchange Rate (Year Averages) . 50.9 
Consumer Price Index CPI 1]/ 132.2 
Wholesale Price Index WPI 1/ 0 134.2 


NATIONAL ACCOUNTS 

Real GDP (billions of CH$ of 1977) J 332.5 
Nominal GDP (billions of CH$) 1,250.0 
GDP per capita in US$ 2/ ° 2,178.1 
Fixed Capital Investment ratio 15.0 
Fiscal (Central Govt.) Balance as % of GDP : -2.4 
Public Sector Balance as % of GDP -4.0 


EMPLOYMENT ‘AND WAGES 

Employment (thousands - nationwide) 2,973.5 
Unemp!oyment rate (September) 23.7 
Real Wage Index 1/ 100.0 110.1 92.3 
Real Wage Index (Year Averages) 100.0 109.0 108.2 


MONEY AND INTEREST RATE 
Money Supply (1, millions Ch$) 1/ 75,942.0 82,512.0 75,057.0 


Real interest (30-day bank lending %/yr.) 11.9 38.7 35.2 


PRODUCTION 

Industrial Production Index 100.0 101.2 83.6 
Copper (thousands metric tons) 1,067.7 1,083.3 (1,231.0 
Copper (nominal US cents per pound LME) 99.0 78.9 67.0 
Electricity (millions kwh) 11,751.3 11,977.8 11,822.9 
Cement (thousands metric tons) 1,582.6 1,862.8 1,080.4 
Construction (thousands square meters) 5,118.5 2,308.5 


EXTERNAL ACCOUNTS (millions of US$) 

Balance of Payments l 70.0 -1,200.0 
Current Account deficit 4,630.0 2,400.0 
Official Reserves 3p¥t5e3, 2,577.5 
Total Foreign Debt 14,738.0 17,100.0 
Medium and Long Term Foreign Debt ‘-12,553.0 13,800.0 
Merchandise Exports Fes 3,959.8 3,800.0 
% to US 12... 15.0 21.3 
Merchandise Imports FOB 6,516.9 3,600.0 
% from US 25.6 25.7 
Merchandise trade balance -2,557.1 200.0 


Year end values 
Central Bank Chilean peso nominal GDP figure divided by population and year 


average exchange rate. 





II. OVERVIEW AND OUTLOOK 


In 1982, Chile suffered a severe recession. As elsewhere in Latin 
America, the decline was far more steep than had been anticipated at 
the beginning of the year. The final figures are expected to show a 
decline in GDP of about 13 percent. Unemployment rose above 25 
percent, before declining by several percentage points at year end. 
The recession was also manifest in the large number of bankruptcies 
and in the high incidence of problem loans. The worsening of the 
economic indicators and the abrupt decision to devalue after 
continuous strong assurances that this would not occur hurt public 
confidence. The prospects for 1983 depend on the efficacy of a 
series of economic measures enacted during 1982, on the ability of 
the authorities to restore domestic confidence and on international 
economic conditions. This overview section will provide a brief 
description of the events and policies associated with the high 
growth of the past six years and the recession of 1982 and will 
comment on the outlook for 1983. 


A. The Free Market Policies. In 1975, Chile embarked on a commitment 
to free market-oriented policies which included reducing tariffs to 
low and uniform levels, selling hundreds of nationalized firms to the 
private sector, eliminating nearly all price controls and many 
cumbersome regulations, overhauling taxes, following disciplined 
monetary and-.fiscal policies and, in general, placing the state in a 
more subsidiary role in economic decision-making while maintaining a 
mixed economy. After an initial shock from the shift to free 
market-oriented economic principles, the country enjoyed a period of 
economic success. From 1976 to 1981, GDP growth averaged 7 percent 
per annum in real terms, inflation declined dramatically, exports 
tripled and were diversified, and significant improvements were 
registered in the general health and welfare of the people. This 
success was all the more extraordinary in that it occurred while 
international conditions affecting Chile were not the most 
favorable. For example, the price of copper, the country's main 
export, has remained relatively depressed. During the period 1975 - 
1982, the average price per pound, in terms of 1982 dollars, was 97 
cents. The average price in 1982 was 67 cents. The compara*ive 
average price for 1964 -— 1974 was $1.69 and for the last.30 years was 
$1.28. 


B. The Automatic Adjustment. By early 1981, the rapidly-growing 
Chilean economy began to develop a balance of payments disequilibrium 
that required an internal economic adjustment. Both domestic prices 
and expenditure levels on imports were excessive in relation to 
changed external economic conditions, which included a sharp decline 
in the prices of Chile's principal exports, a major increase in 
international interest rates paid on the country's large foreign debt 
and a more restricted availability of foreign credit. It was evident 
that the Chilean economy would have to slow down and that liquidity 
would become tight in order to bring about an adjustment to this new 
’ situation. 





Until mid-1982, Chile maintained a fixed exchange rate and an 
essentially neutral monetary policy. Money supply was regulated by 
the level of international reserves. As foreign reserves increased, 
in response to the large foreign loan inflows of 1977-1981, so did 
the money supply. When this happened, it tended to put downward 
pressure on interest rates and to stimulate the economy. 


If foreign reserves were to be drawn down, as expected in 1982 as a 
result of the balance of payments disequilibrium, the opposite 
process would come into play and an automatic adjustment would take 
place. As the dollars and, consequently, pesos were withdrawn from 
the economy, the money supply would decline. This would lead 
initially to higher interest rates and a slowdown. 


The slowdown would moderate wages and prices until exports would be 
stimulated and imports discouraged, thus reversing the balance of 
payments disequilibrium. This would tend to increase international 
reserves and, therefore, the money supply. Interest rates would 
decline and income and employment would grow. 


Although this automatic adjustment mechanism showed signs of working, 
as the trade balance improved and inflation was reduced almost to 
zero during the first six months of 1982, it worked slowly. As a 
result, the social costs of the automatic adjustment were high, 
especially in terms of reduced output and employment. 


Key impediments to a rapid adjustment included a significantly 


overvalued peso and considerable downward inflexibility in wages and 
prices. Although inflation was declining, it was higher, until 1981, 
than that of Chile's trading partners. For example, in the 
three-year period, June 1979 to June 1982, in which the exchange rate 
remained at 39 pesos to the dollar, Chile had 45 percent more 
inflation than the U.S. As a result of regular indexing of wages to 
inflation, in 1981, as the prices of the products which Chile sold to 
the world declined precipitously, wages continued to increase. By 
1982, when wages finally began to level off and decline due to 
agreements between employers and employees that decreased real wages, 
unemployment had risen from under 9 percent in mid-1981 to more than 
20 percent in mid-1982. 


C. Devaluation and Other Policies. In the face of the problem of 
rising unemployment and declining output, the peso was devalued by 18 
percent in June. Subsequent efforts to increase money supply, lower 
interest rates and stimulate a recovery were largely dissipated by 
speculation against the peso and international reserves declined 
further. In the months following the June devaluation, Chile 
experimented with several other major changes in exchange rate 
policies and developed several programs to deal with the financial 
crisis that accompanied the deterioration in the economy. 





The most difficult immediate problem is the financial situation. In 
the heady growth atmosphere during the years of the economic boom, 
there was a tendency toward over-extension of credit, which grew by 
50 percent per annum from 1978 through 1981, and toward excessive. 
lending to business groups associated with banks. When interest 
rates rose sharply in 1981 and 1982, some borrowers were sustained by 
letting interest accrue to their loans. In the case of dollar 
borrowers, who now account for half of domestic bank credit, the peso 
burden of their loans increased as a result of the devaluations. In 
the face of the economic deterioration, many borrowers have had 
trouble honoring their obligations and there have been several calls 
for a re-scheduling or a moratorium of domestic debts. The Central 
Bank has responded that the debtors will be responsible for their 
debts and that the burden will not be shifted to the Chilean public 
via inflation or other measures that would accompany a moratorium. 
For dollar debtors, the payment will be at the official reference 
exchange rate and, in recognition of the effect of the devaluation, 
the Central Bank will issue 3 to 5-year bonds to cover a portion of 
the devaluation's effect. This mechanism was established in 
December. If it, and other measures aimed at lowering interest rates 
and forcing banks to liquidate their "non-viable" clients, which are 
officially estimated to account for 11 percent of total domestic 
credit, are successful, some.of the impediments to recovery will have 
been removed. 


In general, at the end of 1982, the Chilean economy finds itself in a 
period of uncertainty. The shift to a more active role for the 
government in helping the economy adjust to worsening domestic and 
international conditions was not .without costs. The authorities had 
placed a great deal of importance on an automatic adjustment without 
a devaluation and when this policy was changed confidence was 
affected. Subsequent numerous economic measures to help cope with 
the situation and changes in economic authorities lead some 
businessmen to postpone making their own business adjustments in the 
expectation that additional measures would be forthcoming. 
Nonetheless, the many policies introduced since-mid-1982, taken as a 
whole, constitute a program whose purpose is to correct distortions 
in the economy and to engineer a recovery. 


D. 1983 Outlook. The devaluation of the peso by almost 90 percent 
and inflation of about 20 percent have resulted in a high real 
exchange rate. The stated goal of the government is to maintain the 
real rate. Thus, a recovery can be expected to originate in export 
sectors and in import substitution industries. As a result of an 
improvement in these areas, GDP should rise during 1983 from the low 
level at the end of 1982. 


Concerning unemployment, the government has established the goal of 

15 percent by the third quarter of 1983. Given the expected growth 
in export sectors and certain import substitution sectors, the 
contracting of many people for public works projects under the new 
Head-of-Household Employment Program, and the end-of-year declines in 
unemployment figures, the employment situation should improve in 1983. 





Inflation is one of the more difficult variables to forecast in 
1983. Estimates range from 20 to 50 percent, depending upon 
assumptions about monetary, fiscal and exchange rate policies. The 
official estimate is 25 percent. Advocates of more stimulative 
monetary and fiscal policies argue that official concern over a 
renewed outbreak of inflation should be subordinated to the more 
serious problems posed by the depressed level of economic activity. 
The official exchange rate mechanism, which involves adjustment for 
the differential between Chilean and international inflation, is 
presently scheduled to last through July 31 of 1983. The parallel 
market rate, which was moving more than 20 percent above the official 
rate at the end of 1982, could influence exchange rate policy. 


The management of the foreign debt deserves to be monitored closely 
during the year. As described in the appropriate section of this 
report, the management of Chile's external debt depends on IMF 
support, that is expected early in 1983, a greater role for public 
entities in refinancing foreign debt that comes due and a maintenance 
or net increase in the level of foreign bank exposure. The foreign 
bank contribution will have an effect on how the IMF support and 
international reserves are used. 


Two important new policy measures are awaited in 1983 which could 
have an important impact on the Chilean economy and on foreign 
investments. Approval and publication of the new Mining Code would 
bring the 1982 Mining Law into force. If the new Code follows the 
liberal precepts of the Mining Law and clears up ambiguities 


regarding land titles and other matters, procedures for establishing 
a mining venture in Chile could be significantly streamlined. This 
could facilitate new foreign investment decisions. 


A new tax law is also expected-to be approved in 1983. The changes 
in the tax structure proposed by the new law. would encourage savings 
and investment by concentrating income taxes on income which is 
devoted to consumption expenditures and eliminating taxation on 
income that is invested. As recovery from the recession proceeds, 
business can be re-capitalized more rapidly since re-invested 
earnings would not be taxed. 


Throughout the various economic policy and regulatory changes that 
occurred in 1982, the Chilean authorities have maintained their 
commitment to basic free market principles and to an opening of the 
economy to trade and investment. In 1983 and afterwards, this 
commitment should place the country in a good position to ‘take 
advantage of an international economic upturn. 





III. REVIEW BY SECTOR 


The table below shows the sectorial breakdown of the 13 percent 
decline in GDP estimated for 1982. The table is followed by notes on 
key developments in several sectors of special interest to investors 
and traders. 


Percentage 1982 Percentage 
Sector Weight Growth. Estimate 


-0. 
-15. 
-25. 
-20. 

5S. 
0. 
—4. 
-8. 


Agriculture, Forestry and Fishing 9. 
Commerce 13. 
Construction Bi. 
Manufacturing 19. 
Mining 8. 
Public Utilities 2. 
Services 33. 
Transport 6. 


oouuwnun ow 


A. Industry. Value added in manufacturing activity is estimated to 
have declined by 20 percent in 1982. Industrial production, as 
measured by the Chilean Association of Manufacturers, decreased by 
17.8 percent during the first eleven months of 1982. The hardest hit 
sectors were home appliances, construction fixtures, transport 
equipment and electrical equipment, which averaged a decrease in 
production of about 40 percent. Less-affected industries included 
food products (5.9 percent decrease), the basic non-ferrous. metal 
industry (2.5 percent decrease), the wood industry (11.1 percent 
decrease) and clothing manufacturing (16.5 percent decrease). 


B. Mining. Chile's mining industry has been affected by the same 
problems that have confronted this sector around the world: sharply 
declining prices of key metals, the rise of real interest rates and 
the escalating costs of new projects and expansions. Chile reacted 
by cutting local operating costs, increasing production and expanding 
its share of export markets whenever possible. The total volume of 
Chile's production of fine copper reached 1,231,000 metric tons 
(MT), an increase of 13.9 percent over 1981, which made Chile the 
world's largest copper producer in 1982. CODELCO increased its 
production 15.4 percent, going from 893,600 MT in 1981 to 1,031,000 
MT in 1982. The dollar value of Chile's total minerals exports 
stayed around the $2.3 billion level. due to the depressed price of 
copper and the decline in the value of silver and molybdenum. The 
devaluation of the peso, however, contributed to lowering the costs 
of mining operations and improving the outlook for expanded 
investment in a number of projects which have either already begun or 
which are in the exploration or feasibility stage. 


C. Agriculture. Two major problems confronted the Chilean 
agricultural sector in 1982: low commodity prices and the high level 
of short term and high interest rate debt. Collection of farm debts 
was a problem. Although the peso devaluations have helped Chile's 
price competitiveness, they came after most crops had been harvested 
and marketed. While the total agricultural product will probably 





drop during 1982, an upturn can be envisioned for 1983. The peso 
devaluation, coupled with wheat and sugar beet price supports, should 
provide new incentives to many farmers. Exports of fresh fruits, 
which. account for 50 percent of all agricultural exports, are 
expected to grow in 1983 and in following years. Imports will still 
represent a large proportion of the total agricultural supply despite 
the expected increase in plantings of wheat, corn and oilseeds for 
the 1983/1984 season. 


D. Fishing. The 1982 fish catch is likely to surpass the 4,000,000 
ton mark, 22 percent above the 1981 catch. This would make Chile the 
number three fishing nation in the world, in terms of tonnage caught, 
following Japan and the USSR. Fish meal production accounts for 90 
percent of the Chilean fishing industry. As a result of the peso 
devaluations during 1982, the entire industry has been placed in a 
more competitive position so that production is expected to expand 
further in 1983. 


E. Energy. Petroleum production in 1982 reached a record level of 
‘approximately 2,480,000 cubic meters, a 3.5 percent increase, and 
accounted for a record 52 percent of domestic consumption. All of 
Chile's crude production comes from the Straits of Magellan area, 
where the state-owned petroleum company (ENAP) plans to invest $128 
million in 1983 in new projects. . Imports of refined petroleum 
products, which were prohibited until 1981, increased substantially 
because of lower prices due to the glut in the world market. Natural 
gas from the Magellan area at the rate of 7.7 million cubic meters 
per day for fifteen years was put up for sale by ENAP in 1982. 

Awards have not yet been announced but the main contenders apparently 
are a methanol plant and an ammonia/urea plant. Coal production 
declined slightly below the 1,000,000 metric:ton level. Electricity 
production also stayed at roughly 11.8 million kwh. Chile is 
expanding its hydroelectricity base with a 900 MW power plant, the 
Colbun-Machicura project, which is estimated will supply one-third of 
the electricity needs of Chile when completed in 1985. 


Iv. FISCAL POLICY 


Fiscal policy during 1982 focused on dealing with the government 
deficit that began to emerge in late 1981 as a result of the economic 
recession. and public sector wage increases. In March 1982, a series 
of tax increases and expenditure cuts were introduced to reduce the 
1982 fiscal deficit. These helped to keep the deficit roughly 
equivalent to 2.4 percent of GDP. As the economy continued to 
deteriorate, the government announced a number of programs, including 
subsidies for new hires and public works projects intended to check 
the rise in unemployment. In October, a special public works program 
for heads of households was implemented which was conceived as the 
nucleus of a major fiscal effort to lower unemployment. In the 
aggregate, these new employment programs have not yet placed a 





substantial claim on government resources. This is because most of 
the projects are to be achieved with expenditures allocated 90 
percent to low-cost labor and 10 percent to materials. However, the 
recession has contributed to a rise, in absolute and percentage 
terms, in expenditures on an already extensive social welfare 
network. In 1982, an estimated 59 percent of the government budget 
was devoted to social expenditures including social security, 
supplementary feeding programs, which have contributed to Chile's 
rapid decline in infant mortality (from 71.1 per 1,000 live births in 
1972 to 27.2 in 1981), education, housing assistance and a series of 
unemployment-related subsidies. 


The financial position of public sector commercial enterprises 
deteriorated as a result of economic conditions in 1982. 
Nevertheless, state companies are not, for the most part, receiving 
government subsidies. Temporary losses must be sustained by 
borrowing or through sales of assets. The more 
internationally-creditworthy public companies, like CODELCO,. the 
state copper company, have reverted to foreign borrowing to maintain 
contributions to the Treasury and to finance their investment 
programs. 


During 1982, the Chilean government reaffirmed its policy of selling 
off state-owned companies. In 1983, approximately $100 million in 
government revenues are planned to come from the sale of commercial 
assets. The figure could be considerably higher if plans to sell 
electric, telegraph and telephone utilities, a shipping line, a 


pharmaceuticals company, iron ore mines and a bank are advanced. 


According to the 1983 budget approved in November, government 
expenditures will be reduced roughly seven percent in real terms. 
This economy will be achieved largely by an expected 13 percent real 
decline in public sector salaries. Based on an estimate of 25 
percent inflation during the year and a copper price averaging 75 
cents/pound, the fiscal budget projects expenditures at 334,708 
million pesos and US$522 million in foreign currency. The projected 
consolidated deficit of about 30 billion pesos is likely to be 
financed by foreign borrowing. The 1983 budget law authorizes the 
central government to increase foreign-borrowing by up to US$700 
million to finance the deficit: The Chilean Constitution precludes 
the Central Bank from financing the government deficit through 
monetary emission, the traditional. mechanism for financing government 
revenue shortfalls. 


A number of analysts argue that rather than a reduction in the budget 
in 1983, the Chilean economy needs major fiscal stimulus to initiate 
an economic reactivation and to reduce the acute problem of 
unemployment. They consider fiscal stimulus is especially necessary 
since efforts to provide monetary stimulus have been undermined by 
public reluctance to-hold pesos or to maintain dollar liabilities. 
The government argues that the programmed decline in expenditures is 
not inconsistent with a reactivation of employment since government 
‘expenditures on public works are to be focused on labor-absorbing 
projects. 





Vv. EMPLOYMENT AND WAGES 


A. Employment. In September 1982, the rate of unemployment at the 
national level, as measured by the University of Chile, reached 23.7 
percent, up sharply from the 12.4 percent rate estimated for 
September 1981. Over the same period, the labor force is estimated 
to have grown by 2.2 percent to 3.9 million and the number of 
employed to have declined 11.1 percent to 3.0 million. 


Employment declined in every sector except services where government 
guidelines against firing and efforts to boost public employment were 
factors sustaining employment. The largest decline in employment 
occurred in the hard-pressed manufacturing sector, which accounted 
for 30 percent of the overall decline in employment. Construction 
employment, though smaller, declined to half of the level it attained 
in the construction boom of 1981. 


Unemployment in Santiago, which serves as a reasonable proxy for the 
nation, peaked in the third quarter at around 25 percent according to 
the figures of both the National Statistical Institute and the 
University of Chile. Preliminary figures from these surveys show a 
decline of several percentage points by the end of 1982. Some of 
this decline is due to increases in special government employment 
programs. 


B. Remuneration. The real change in the average wages and salaries 
index slipped from an increase of 9.0 percent in 1981 to a decline of 
0.7 percent for 1982. This modest decline in wages and salaries on a 
year-average basis understates the steep declines in real wages 
suffered in the latter half of the year, as inflation picked up in 
the wake of the peso devaluations and salary adjustments lagged 
behind. Comparing December 1982 with December 1981, real wages and 
salaries declined an estimated 16.2 percent. 


In 1982, as unemployment rose sharply, it became evident that the 
practice of indexing or adjusting wages for inflation was a major 
factor contributing to the failure of real wages to adjust to market 
circumstances. As a result, legal requirements for indexation were 
eventually removed from Chile's labor legislation. 


VI. MONEY, INTEREST AND FINANCE 


A. Money. Due to the balance of payments deficit that emerged in the 
latter half of 1981, the year 1982 opened with expectations that the 
money supply would decline in accordance with the automatic 
adjustment (described in the overview section of this report) and 
that the economy would slow down. However, with a substantial net 
outflow of capital and without an offsetting internal monetary 
expansion, the money supply declined much more than anticipated. By 
the end of 1982, the decline in Ml was 9.0 percent. M2 increased by 
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3.1 percent. If inflation of 20.7 percent is taken into 
consideration, real Ml declined by close to 30 percent and M2 by 
about 17 percent. The process of monetary contraction began in early 
1982 when the government found it had to intervene heavily in the 
foreign exchange market to support what came to be viewed as an 
overvalued exchange rate. By June, when the general public had 
become convinced by repeated statements of government officials that 
the fixed exchange rate policy would be maintained, the money supply 
had already declined more than 10 percent and the economy had 
suffered a decline of an equivalent magnitude. 


After the peso was devalued in June, the public began to expect more 
financial changes including additional devaluations. An ensuing 
round of peso speculation forced the Central Bank to intervene by 
selling dollars to support the new exchange rate policy. 


In early July, the Central Bank announced a new monetary policy 
committed to restoring the monetary liquidity lost during the first 
half of the year, but events soon overtook this policy... In mid-July, 
public awareness of the weakened condition of the banking system was 
heightened by the announcement of regulatory changes intended to help 
banks cope with bad loans and to force a deconcentration of lending 
to related parties. The flight from pesos intensified and the money 
supply continued to decline. 


In early August, the peso was floated and later converted to a more 
managed exchange rate system. Since that time, the Central Bank has 
attempted to increase internal credit in compliance with a monetary 
program presented to the IMF as a basis for balance of payments 
assistance, but the public's tendency to move out of pesos and to pay 
off foreign loans has counteracted these efforts. A reduction of 
foreign loans was actually encouraged by the existence of a 
preferential exchange rate for the settlement of dollar debts. 
Foreign reserves continued to decline during the second half of 1982 
and monetary liquidity tightened rather than increased. In order to. 
stem the outflow of capital, the Central Bank imposed progressively 
stricter but still limited exchange restrictions and offered exchange 
guarantees (currency swaps) to encourage foreign borrowing. 


The decline in monetary aggregates and persistence of high interest 
rates received wide domestic criticism. The smaller reductions in 
broader aggregates like M2 have led some analysts to note that the 
monetary contraction throughout 1982 was not a significant factor in 
the decline of the economy. If this analysis is extended further to 
include credit, however, it becomes evident that the economy 
experienced sharp declines in bank credit along with the monetary 
contraction. Average peso credit of the banking system declined 8.1 
percent from January through October and foreign currency-—denominated 
credit (half the total) declined 13.6 percent over the same period. 
The decline in credit should persist into part of 1983 as banks 
liquidate doubtful loans. 
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B. Interest Rates. During the first half of 1982, the average real 
interest rates on 30-day bank deposits and loans in pesos reached 
compound annual rates of 34.5 and 50.2 percent respectively, up from 
rates of 28.6 and 38.7 in 1981. The high rates of both 1981 and 1982 
reflected prevailing tight monetary conditions and reliance on the 
interest rate mechanism to promote economic adjustment. Nearly half 
of domestic credit in Chile is subject to short-term rates. Interest 
rates on longer term maturities and, more importantly, on foreign 
currency loans were substantially lower. 


After the peso devaluation, interest “rates declined in real terms 
inasmuch as nominal interest rates did not rise in line with the 
upsurge that occurred in inflation. However, the cost of credit 
still represented a heavy financial burden especially for those 
sectors whose prices and outpyt remained depressed. 


Subsequent to the floating of the exchange rate, the economic 
authorities indicated that they would attempt to maintain peso 
interest rates moderately above international rates in order to make 
foreign borrowing relatively more attractive and to discourage the 
outflow of capital. Once established as an objective, this interest 
rate target appeared to supercede monetary growth targets. However, 
during much of the last quarter of the year, neither interest rate 
nor monetary growth targets were achieved. The demand for Central 
Bank reserves continued to undermine efforts to increase liquidity 
and lower interest rates. In December, the Central Bank made several 
changes in the operation of the discount loan window for banks, with 
the intention of increasing its control over interest rates and bank 
lending. Ultimately, the Central Bank resorted to suggesting deposit 
interest rate ceilings and linking bank access to Central Bank credit 
to voluntary compliance with the suggested. ceilings. 


C. Finance. The condition of the banking system weakened with the 
deterioration in the economy. Progressive devaluation of the peso 
has hurt many borrowers with loans denominated in foreign currencies 
even though losses have been reduced by a preferential peso for 
dollar debtors. Peso borrowers have been adversely affected by the 
persistence of high interest rates. Bad loans have climbed 
dramatically and the financial authorities have had to resort to 
extraordinary measures to maintain the banking system's solvency. 


Since November 1981, twelve financial institutions have been 
intervened. Three of them were subsequently sold and nine were 
liquidated by the authorities without losses to depositors or foreign 
lenders. Losses were more or less covered by monetary emission. 
During 1982, the banks had tc respond and adjust to innumerable, 
sometimes erratic, changes in regulations affecting portfolio 
management, foreign borrowing and foreign exchange operations. 
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Banks have been provided some regulatory relief. The period in which 
a delinquent loan may remain unpaid without being declared past due 
was extended from 30 to 90 days. In addition, the Central Bank 
provided relief from compliance with regulations for dealing with bad 
loans by offering to purchase temporarily the bad loan portfolios of 
financial institutions. By November, a system-wide total of 3.5 
percent of all loans had been sold to the Central Bank. An 
additional 5.3 percent of all loans were classified as past due on 
bank's balance sheets. Banks which have sold part of their 
portfolios to the Central Bank will be expected to continue managing 
these assets and to re-purchase them from the Central Bank over a 
ten-year period. 


Prior to the emergency relief measures, the authorities began, in 
mid-1981, to reform lending practices by implementing new banking, 
securities and corporation laws. Banks are required to reduce 
lending to bank-related parties progressively down to 2.5 percent of 
their total loan portfolios by December 1987. Banks have been 
pressured to liquidate nonviable borrowers and to improve their 
administrative efficiency through mergers. At year end, official 
estimates showed six percent .of borrowers accounting for 11.3 percent 
of total bank credit to be nonviable. Banks are expected to commence 
judicial proceedings against such borrowers by the end of January 
1983. Although the total value of these bad loans exceeds the 
capital of the banking system, a number of the loans are backed by 
guarantees. Moreover, many of the bad loan assets have been or will 
be transferred temporarily to the Central Bank so that individual 
banks may cope with their losses over an extended period without 
becoming de-capitalized. 


D. Inflation. The rise in the Consumer Price Index (CPI) during 1982 
was 20.7 percent. This figure, however, obscures the pattern of 
inflation in 1982. During the first half of the year, prior to the 
peso devaluations, the cumulative rise in the CPI was only 0.4 
percent. In three of the first six months of the year, the index 
actually declined. The deflationary pressure resulted from the 
overvaluation of the peso to which the Chilean economy was adjusting 
without a devaluation. The subsequent peso devaluations commencing 
in mid-June unleashed a round of cost-push inflation. 


The post devaluation average CPI increase, running at an annual rate 
in excess of 50 percent, then, was not the common form of generalized 
inflation fueled by monetary expansion. The average rise in the CPI 
masked a dramatic shift in relative prices which was accelerated by 
the devaluation. Prices of internationally traded goods-—-with 
exception of those areas in which large inventories have not yet been 
liquidated--have risen far more than average, while prices of other 
goods and services have risen by less or even have declined. 
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Consumer price inflation for 1983 has been projected at 25 percent by 
government sources. In part, this projection was based on an 
expected 25 percent increase in monetary liquidity. A number of 
analysts believe that one way or another, the government will 
eventually be forced to reflate the Chilean economy faster and that 
inflation in 1983, therefore, could exceed official estimates. 


The Wholesale Price Index (WPI) has behaved much like the CPI but, 
with more pronounced movements. From January through May, the WPI 
declined 4.2 percent. In the wake of the devaluations, however, the 
WPI has registered sharp increases. For the year as a whole, the WPI 
rose 41.9 percent. 


VII.EXTERNAL SECTOR 


A. Merchandise Trade. Chile's merchandise trade balance has 
registered a dramatic change from a more than $2.6 billion deficit in 
1981 to an estimated surplus of $200 million in 1982. During 1982, 
merchandise exports declined by 4.0 percent and merchandise imports 
showed a dramatic decline of 44.8 percent. This sharp decline ~ 
occurred across the three broad categories of consumer goods, capital 
goods and intermediate goods. 


Imports began to decline in the second half of 1981, as the economy 
began to slow down. As economic activity recovers during 1983, 
imports may pick up moderately in the intermediate goods category, 


but the aggregate level of imports should not rebound. Demand for 
capital goods may rematn depressed and consumer demand will be 
satisfied increasingly by domestic production which now is 
considerably more competitive, as a result of successive devaluations 
of the peso since mid-June. The Central Bank projects the value of 
the imports is projected to rise only $150 million in 1983. 


Recent tariff increases will pose an additional restraint on imports 
in 1983. In November, under considerable pressure to respond to 
trade complaints, the Chilean government imposed tariff increases in 
28: product categories (of little importance to the U.S.) in which the 
Central Bank had found evidence of unfair foreign competition (i.e., 
export subsidization by the government of the foreign supplier or 
dumping). Although the complaints had been registered against 
specific foreign suppliers, the tariff increases apply to imports 
from all sources. There are ten additional trade complaints still 
under investigation. 


There has been an intense domestic debate over whether the entire 
tariff structure should be changed to protect domestic production. 
Some critics blame Chile's 10 percent uniform tariff structure for 
some of the problems of the economy. The Chilean government has 
repeatedly stated its intention to adhere to the policy of low and 
uniform tariffs and has maintained that changing this would prejudice 
the sectors of Chile's comparative advantage in exports and, 
therefore, the country's economic growth. 
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Export performance in 1983 is projected to improve by some $650 
million over the 1982 level. At least $200 million of this would 
result from a modest recovery in copper prices to an average 75 cents 
per pound on the London Metals Exchange. At the same time, the 
impact of the peso devaluations should stimulate exports of 
agricultural, forest and fish products, both in their primary and 
semi-—processed forms. Since government commercial policy appears 
aimed at reliance on exports as an engine of recovery and subsequent 
economic growth, it is likely that the exchange rate will be kept 
high and tariffs relatively low for the foreseeable future. Based on 
this scenario, there are predictions of trade surpluses reaching $700 
million in 1983 and $1.5 billion in 1984. 


MERCHANDISE EXPORTS 
(Millions of Dollars FOB) 


Jan-Oct Percent 
1980 - 1981 


TOTAL 4,670. ° 3,287. ; = 


Mining 2, 791. : 1,883. ’ -3. 
- Copper 2,152. : 1,402. ; Si 
Primary Agriculture 

Forestry & 

Fishing 339. ‘ 329. 

Processed 

Products 1,558. 1,279. 1,073. 

- Forestry 583. 417. 354. 

- Fishing 282. 252. 203. 


MERCHANDISE IMPORTS 
(Customs Declarations - Millions of Dollars FOB) 


Jan-—Oct Jan-—Oct Percent 

1981 1982 Change 

TOTAL . 6,363. om 3,031. —-43.3 
Consumer Goods . 1907. 6 834. —-48. 

- Food ‘ 313; 1 160. —42. 
—- Non-Food ‘ 1,594. 5 673. —49. 
Capital Goods ; 1,249. cm 522. —49. 
Intermediate Goods ; 3,206. 9 1,674, —-37. 
- Fuels and Lubricants 983. z= 510. —36. 





BALANCE OF PAYMENTS 
(Millions of Dollars) 


1982 
CURRENT ACCOUNT -2,400 
1. Merchandise Trade 200 
- Exports (FOB) 3,800 
- Imports (FOB) 3,600 
Net Non-Financial Services -650 
Net Financial Services -—-2,050 
Net Transfers 100 
CAPITAL ACCOUNT 1,200 
1. Net Foreign Investment 375 
2. Other Capital Flows, net 825 
- Public Sector 
- Private Sector 
ERRORS AND OMISSIONS - 
BALANCE OF PAYMENTS -1,200 -500 


- Use of Central Bank Reserves 70 1,200 500 


B. Balance of Payments. The balance of payments is expected to register 
a deficit of roughly $1.2 billion for 1982. This implies a large loss 
in the Central Bank's international reserves which were $3.78 billion at 
the end of 1981 and will be roughly $2.6 billion at the end of 1982. 

The latter figure represents a reserve level which can be drawn on in 


1983. 


The current account deficit for 1982 will be about $2.4 billion in 
contrast with $4.8 billion in 1981. The improvement over 1981 reflects 
largely the turnaround in the merchandise trade balance. The size of 
the 1982 current account deficit was determined largely by interest 
‘payments on Chile's external debt which are reflected in the financial 
services deficit. 


During the years of Chile's economic boom, current account deficits were 
financed by foreign borrowing on increasingly favorable terms. In fact, 
foreign borrowing, mainly by the private sector, generally exceeded 
current account financing requirements so that the balance of payments 
registered over-all surpluses from 1976 through 1981 and the Central 
Bank accumulated international reserves. 
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A reversal of the pattern occurred in 1982. In the period subsequent to 
the first devaluation, peso speculation and capital flight intensified. 
Private foreign borrowing declined to the point that loans were being 
paid off as the private sector sought to reduce its net outstanding 
foreign debt. As a result, the public sector had to assume a more 
active ro.e in maintaining the capital inflow necessary to compensate 
for private outflows and at the same time finance the current account 
deficit. Public commercial enterprises have increased their foreign 
borrowing. The Central Bank has drawn upon its foreign reserves and has 
established exchange guarantees (a swap system) to encourage private 
sector foreign borrowing. 


In 1983, Chile's current account deficit is projected to decline further 
to $1.6 billion. This progress on the current account and the prospect 
for growing merchandise trade surpluses demonstrate that Chile is making 
the economic adjustments necessary to improve its balance of payments. 
This is expected to be recognized by an IMF agreement to provide balance 
of payments support. Financing the current account in 1983 would 
require net foreign investment estimated at $250 million, a drawdown of 
foreign reserves estimated at $500 million and net new foreign borrowing 
of about $850 million. 


C. Foreign Debt. At the end of 1981, Chile's gross foreign debt 
outstanding was "$15. 57 billion (not counting an estimated $300 -— $400 
million in undocumented, private non-financial sector, short-term 
loans). Adjusted for $4. 62 billion in foreign assets of the Central 
Bank and domestic financial system, the net debt amounted to $10.95 


billion. Of the gross total, $5.49 billion was held under public sector 
accountability and $10.08 billion was held by the private sector. In 
terms of maturity structure, $3.01 billion’was short-term debt 
(maturities of less than 12 months) and the balance was medium to 
long-term debt of which $1:26 billion had to be amortized during 1982. 


At the end of December 1982, Chile's gross foreign debt reached an 
estimated $17.1 billion (again, not counting the private, non-financial 
sector's short-term foreign debt). During 1983, the debt figure is 
forecast to increase by approximately $850 million, including any 
borrowing from the IMF. The net foreign debt, after discounting foreign 
reserves of the Central Bank and financial. institutions, will reach an 
estimated $13.7 billion at the end of 1982 and about $15.1 billion by 
the end of 1983. The increases in the net foreign debt figures are 
greater than the increases in gross debt, as a result of the declines in 
foreign reserves. The short-term components of the gross debt by the 
end of 1982 should be approximately $1.7 billion for the private 
financial sector and $1.6 billion for the public seetor. 


For several years prior to 1982, the bulk of Chile's foreign borrowing 
was undertaken by the private sector on increasingly ‘favorable terms. 
In 1981, the average maturity on loans entering the country under 
Article 14, which covered three-fourths of foreign borrowing in that 
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year, averaged five years and the spreads paid by Chilean borrowers over 
international interest rates declined to below one percent. By late 
1981, these favorable trends switched, as a result of the deterioration 
in both Chilean and international financial conditions. The Chilean 
government reacted to the private sector's increasing difficulty in 
borrowing long-term by liberalizing restrictions on foreign borrowing at 
less than two-year maturities. During 1982, a greater amount of foreign 
borrowing was undertaken at shorter maturities and on more costly 

terms. In addition, during the year, it became increasingly necessary 
for public entities to substitute for the private sector in maintaining 
the level of foreign borrowing. This pattern is likely to persist 
during 1983 as Chile refinances roughly $3.3 billion in outstanding 
short-term debt and $1.7 billion in expiring longer-term debt, and 
acquires approximately $850 million in net new debt. 


D. Foreign Direct Investment. During the first eleven months of 1982, 
232 direct investment applications were approved for investments of 
$472.9 million. Of the total, 123 ($294.3 million) were new and 109 
($183.6 million) were requests for increasing authorized capital under 
previously-approved projects. Since the enactment of Chile's foreign 
investment law in 1974, nearly $7.0 billion in foreign investment has 
been authorized. . Mining projects account for more than 80 percent of 
the total authorized. 


Of the total authorized, $1.6 billion, or about 23 percent of the total 
actually entered the country. The difference is principally due to the 
time it takes for large mining projects to complete the exploration and 
design stage before a final investment decision can be made. More than 
five billion dollars of the amount authorized for the mining sector is 
accounted for by just five large mining projects under consideration. 

In sectors other than mining, more than 80 percent of authorized foreign 
investment has resulted in capital inflows. 


During the first eleven months of 1982, $357 million in direct foreign 
investment entered Chile. The service sector accounted for 51.1 percent 
of the total; industry for 24.1 percent and mining for 19.2 percent. 

The sale of intervened financial institutions to foreign interests helps 
explain the preponderance of service sector investment during the year. 


For the sake of balance of payments projections, net foreign investment 
during 1983 is being estimated at $250 million. The ultimate figure for 
the year depends upon the evolution of government plans to continue 
divesting itself of commercial enterprises and upon the possible 
purchase by foreign capital of companies that must be liquidated by 
creditors. Beyond 1983, foreign investment should begin to rise as 
mining investment plans reach the final decision stages. 
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E. Exchange Rate. During 1982, Chile experimented with nearly the whole 
gamut of exchange rate systems. 


Date Exchange Rate Regime 
June 1979 to June 1982 Fixed exchange rate, 39 pesos/US$. 


June 15, 1982 Devaluation to 46 pesos/US$ and rate set equal 
to a basket of currencies plus daily crawling 
peg adjustment equal to an annual devaluation 
of 10 percent. 


August 6 Floating exchange rate. 


August 20 Preferential exchange rate established for 
certain dollar debtors, starting at 50 pesos 
per dollar and adjusted daily, based on a 
monthly CPI. 


September 29 Reference exchange rate band established for 120 
days, to be adjusted on daily basis by the 
difference between Chilean and foreign 
inflation. 


October through The reference band extended several times. 
Latest 


January 6, 1983 end date is July 31, 1983. Limits set on 
certain purchases of foreign exchange at the 
reference rate. Development of a legal 
parallel market with a premium of 10 to 20 
percent. 


The maintenance, from mid-1979 to mid-1982, of an exchange rate of 39 
pesos to the dollar had an important impact on the country's economic 
Situation in 1982 and its difficulty in establishing a coherent exchange 
rate policy. In late 1979 and early 1980, the Chilean authorities 
thought they had overcome the basic problem of endemic inflation by 
having eliminated fiscal deficits which traditionally were financed by 
monetary emission. Furthermore, they believed that by establishing a 
fixed exchange rate of 39 pesos to the dollar, along with the 10 percent 
across-the-board tariff structure, competitive pressures would lead to 
the reduction of Chilean inflation to international levels. 


Under normal conditions, Chile might have achieved this goal via the 
fixed exchange rate without high economic costs. However, the terms of 
trade moved sharply against Chile beginning in late 1980. Then, in 
1981, the dollar appreciated by some 20 percent; the slowdown in 
economic activity and tight monetary conditions worldwide caused 
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international inflation to decline substantially; and wages and prices 
in Chile, which were largely indexed, were being raised to compensate 
for past inflation. The appreciation of the dollar and the slowdown in 
world inflation meant that Chilean inflation had to come down by more, 
and at a faster rate, than would otherwise have been the case. In fact, 
these factors suggested the need to experience deflation, which is more 
difficult than merely experiencing relatively less inflation than the 
rest of the world. The indexation of wages and salaries sustained 
Chile's inflationary momentum and therefore slowed down the automatic 
adjustment when price declines were necessary. 


Given the experience with the fixed nominal rate, Chile can be expected 
to follow a “flexible” nominal exchange rate policy in 1983 in the sense 
of continuing a form of steady devaluation even after the July 31, 1983 
scheduled termination of the reference rate. However, lingering 
uncertainty and public reaction to limits on the purchase of foreign - 
exchange at the reference rate have led to the development of a parallel 
exchange market, which is legal. Undoubtedly, movements in this market 
will be viewed closely as a guide to future exchange rate policy. 


VIII. COMMERCIAL IMPLICATIONS FOR THE U.S. 


According to the Chilean Central Bank, total Chilean imports for the 
period Jan-Oct fell 43 percent from $5.3 billion in 1981 to $3.0 billion 
in 1982. The value of imports from the U.S. during the same period — 
reportedly fell 44 percent from $1.4 billion in 1981 to $778 million in 
1982, but some major U.S. competitors experienced even greater drops. 
The U.S. share of the market held fairly firm, declining from 25.8 in 
1981 to 25.7 in 1982. 


US exporters should keep in mind that the Chilean economy remains open 
and that the basic import structure is in place, with a uniform ten 
percent tariff. (There have been a few increases owing to trade 
complaints, as noted above in this report but these have had little 
impact on products of U.S. origin.) Price, quality and reliability are 
the selling factors. Aggressive U.S. suppliers will thrive in this 
environment when business picks up. 


Financing terms have become a more important factor. Many Chilean 
importers are in a cash flow bind and requests for supplier's credits 
are more frequent. An irrevocable letter of credit remains the most 
common form of import financing. Government restrictions, which had 
limited import financing to 45 days prior to the devaluation, have been 
abolished. Chilean importers can now obtain financing terms based 
solely on commercial considerations. 
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Despite the recession in Chile, prospective suppliers should not give up 
on this market. The U.S. Foreign Commercial Service (FCS) in Santiago 
has held three trade promotion events (two trade missions and one 
catalog exhibit) during 1982 and the U.S. businessmen who participated 
were very pleased with the resulting sales, contacts and the outlook for 
future sales. FCS Santiago plans 11 similar events in 1983. These are: 


Health Service International Trade Mission (March 16-18); 
Mining and Construction Equipment Trade Mission (March 28-29); 
Concrete Construction USA Video Catalog Exhibit (April 14-15); 
State of Michigan Machine Tools and Metalworking Trade Mission 
(April 25-27); 
Sports and Recreation Equipment Catalog Exhibit (May 9-11); 
State of Alabama Trade Mission (May 30-June 2); 
Medical Instruments, Supplies and Equipment Catalog Exhibit 
(June 13-14); 

8. Audio Visual USA Video Catalog Exhibit (June 23-24); 

9. Telecommunications Equipment Seminar Mission (July 6-8) 

10. Electric Power Equipment Seminar Mission (August 4-5); and 

11. Plastics Production Equipment Video Catalog Exhibit (August 
29-30) 


U.S. exporters who participate in these events will develop solid bases 
for future sales. For further information, contact FCS Santiago or any 
Department of Commerce District Office in the U.S. 


Economic recovery should have a large impact on the capital goods sector 


as Chilean industry, using an undervalued peso, seeks to recover markets 
lost to imports. Moreover, the Chilean mining sector remains one of the 
world's most competitive. Fishing, forestry and fruit production are 
all considered to have bright, long-term prospects. FCS Santiago 
foresees: excellent sales prospects for the following product categories: 


1. Telecommunications Equipment: automatic switching and 
switchboard equipment, telephone instruments, radio and TV studio 
equipment. 

2. Mining and Earthmoving Equipment: heavy ore-carrying dump 
trucks, scrapers and dozers, shovels and backhoes, conveyor systems, 
concentrators and crushers. 

3. Construction Equipment: hydraulic cranes, front-end loaders, 
off-highway tractors, motor graders. 

4. Food Processing and Packaging Equipment: fruit and vegetable 
processing equipment, fish, meat and dairy products processing 
equipment, retortable pouch-making equipment, wrapping machines, 
conveyors and belts, machinery for opening, filling and closing boxes. 

5. Air Conditioning and Refrigeration Equipment: commercial 
refrigeration such as ice plants, cold storage chambers, freezing 
equipment, compressors and condensers. 
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6. Printing and Graphic Arts: large offset presses, 
photo-typesetting and composing machines, printing plates and screens. 


7. Pulp and Paper Machinery: cellulose machinery, paper-—making 
machinery, converting and finishing machinery, pulping machinery, wood 
chip and particle board machinery, newsprint machinery. 

8. Sporting Goods and Recreational Equipment: Tennis, skiing, 
golf and windsurfing and water skiing equipment. 

9. Computer and Related Equipment: small business computers and 
terminals, memory units and mini-computers in general. 

10. Automotive Parts and Accessories: valves, pumps, brake parts 
and assemblies, shock absorbers, distributors. 

11. Medical Instruments and Equipment: electro-medical apparatus, 
surgical instruments, respiratory appliances, pacemakers, 
patient-monitoring systems, hospital examining tables and furniture, 
disposable equipment, laboratory supplies, portable intensive care 
incubators. 


ADDENDUM 


After the preparation of this report, the International Monetary Fund 
made available to Chile a total of $875 million in credits over the 
1983-84 period in support of Chile's strategy and policies for managing 
its balance of payments. Chile agreed to maintain limits on foreign 
debt, domestic credit expansion, international reserves and the 
non-financial public sector deficit. 


In order to alleviate Chile's difficult financial problems, the Chilean 
Government announced on January 13 that it had liquidated two banks, 
taken temporary control of five others and appointed inspectors to 
investigate an additional two banks. The Government subsquently 
announced that it has requested foreign creditor banks to reschedule 
Chilean public and financial sector/foreign debts falling due in 1983 
and 1984. A group of 12 major foreign creditor banks responded by 
providing Chile with 90-day relief by rolling over existing credit lines 
and by allowing a 90-day standstill on Chilean payments of principal. 
The banks also entered into debt rescheduling negotations with Chilean 
financial authorities. 
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